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Insurance Counsel

No Attorney-Client Relationship Exists between
Reinsurer and Attorreys Hired by Ceding Insurer to
Defend Policyholder

Dismissel of Reinsurer's Malpractice Suit Upbeld

Zeth Insurance Co, v, OComnor, 148 Cal App.dth 998,
55 Cal.Rptr.3d 911 (2d Dist,, Div. 3, 2007)

| Case at a Glance

The absence of an attorney-clicnt relationship
between a reinsurer and 2 law firm hired by the
reinsurer’s ceding insurer to defend the underlying
policyholder precluded the reinsurer from alleging a
cause of action for atiorney malpractice against the
law fiem, The reinsurcr was not 2 third party
heneficiary of the ceding insurer’s contract with the
law firm. Nor did an implied contract exist between
the reinsurer and the law firm. The fact that the
reinsurer had reinsured 100 percent of the ceding
insurer’s liahility 10 the policyholder, the reinsurance
contract obligated the reinsurer to reimburse the

ceding insurer for all legal fees incurred in defending

the policyholder, and dhe law firm fulfilled the ceding
insurer’s statutory and contractual obligation to
~report 1o the reinsurer on the progress of the
litigation did not provide a sufficient basis for finding
an implied attorney-client relationship or an intent on
the part of the ¢cding insurer and the law firm to
benefit the reinsurer,

Summary of Decision

Royal Insurance Company’s policyholder sought
coverage for environmental cleanup liability under a
policy Royal had reinsured with Zenith Insurance
Company. Under the terms of the reinsurance
agreement, Zenith was abligated to reimburse Royal
for 100 percent of Royal's losses under the policy,
including costs incurred in defending the policyhold-
er. The reinsurance agreement expressly recognized
Royal’s right, in its sole discretion, to settle claims
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against the policyholder withow interference fram
Zenith. Zenith, however, had 2 statutory right to
receive any information Royal possessed regurding
the reinsured liability of the: policyholder, including
progress reports on the progress of the Jitigation
against the policyholder,

Royal delegated at least part of this duty to keep
the reinsurer informed to Cozen O'Connor, the law
firm Rayal had hired to defend the policyholder in (he
underlying environmental cleanup litigation. During
the course of the environmental litigation, Zenith
asked Cogen about Royal’s failure to seek contribu-
tion from other insurers on the risk. Cozen advised
Zenith that because of certain conflicts of interest,
Cozen was not able to pursue any of the potential
contribution claims, Zenith then demanded that
Royal retain other counsel to pursue those claims and
Royal did so.

After seuling the environmental claim, Royal
demanded rcimbursement from Zenith pursuant to
their reinsurance agreement. Zenith paic only a
fraction of Royal's demand, and then suect Royal for
breach of contract and declaratory relicf, In essence,
Zenith's complaint allcged that Royal had mishandled
the adjustment of the environmental claims and,
specifically, had failed to timely pursue contribution
and indemnification claims against other insurers,

Zenith latcr amended its complaint to allcge a
canse of action against Cozen for professional
malpractice. Cozen demurred to the malpractice
cause of action on the ground that it had no attorney-
clicnt relatdonship with Zenith, and thus owed Zenith
no duty of care. Zenith maintained that a duty of care
arose, despite the absence of an express agreement
between ilsclf and Cozen, under either of two
thearies: (1) an implied contract for legal scrvices
existed between itself and Cozen, or (2) it was an
intended third party beneficiary of the eXpress
contract between Royal and Cozen. Finding that
Zenith had failed o allege facts sufficient to support
cither theory, the trial court sustzined Cozen's
demurrer,

In affirming, the Californin Court of Appeal,
Second District, adopted reasoning that in most
circumstances will prechude reinsurers from suing
atrorneys hired by ceding insurers for malpractice.
Critical to the court's analysis was the nature of the
relationship between Royal and Zenith under the
reinsurance agreement, Althoush Zenith reinsured
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the full amount of the claim, including the costs of
defenst:, only Royal was contractually obligated 1o the
insured and only Royal had the power to investigaie,
defend and settle claims against the insured, Zenith's
only obligation was o reimburse Royal, Given the
respective rights and dutics of Zenith and Royal, the
‘gourt determined that a conflice of interest existed
berween the two insurers with respect (o the defense
of the policyholder in the environmenial lrigation,
The reason; Decisions regarding the defense and
settement of the environmental litigation against the:
policyholder exposcd Royal, but nor Zenith, to
extracontracrual liability for bad faith. ‘This conflict of
interest precluded Cozen from cthically representing
both Royal and Zenith, and, in the court’s view, made
it “impossible to conclude that either Royal or Cozen
ever frlended to confer upon Zenith heneficiary
status of Cozen's leeal services poerformed for
Royal—at lcast in the absence unambiguous
evidence of Royal’s avowed intent to benefit Zenith
despite knowing of the consequences of a conflicted
defense,

The court made short work of Zenith's attempt to
pin third party beneficiary status on Cozen's
knowledge that Zenith had reinsured 100 percent of
Royal's rigk, including Koyal’s obligation 1o pay legal
fees. The court pointed out that Zenith did not “pay”
Cozen, but simply reimbursed Royal. Moreover, the
court noted, even i Zenith did pay Cozen's fues
dlirectly, the mere payment of attorneys’ fzes does not
esrablish the existence of an attorney-client relation-
ship or third party beneficiary siatus.

Similarly, the court found nothing in Cozen's
communications with Zenith that jusificd treating
Zenith as a third party heneficlary of the atorney-
client contract beiween Cozen and Royal. Cozen, the
court observed, was doing no more than discharging
Royal's statutory duty unicler Insurance Code § 622 to
communicate to Zenith afl the knowledge and
infarmation that Royal posscssed with respect to any
of Royal's reinsured liability,

Turning to Zenith's implied contract theory, the
court stressed that an implied contract, no less than
an Express  coniract, requires an  ascortained

agreement, The only difference berween the two is in

the mode of proving the terms of the agreement, Buth
depend on proof of the pariics’ mutual inient, which
in the case of an implicd contract must be inferred
from the conduct, situation, and relationship of the
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parties, The court determined that Zenith failed 10
allege facts from which the mutual intent of Zenith -
and Cozen could be inferred. Zenith, the court
reasoned, alleged only its unilateral belief that an
atorney-client relationship cxisted hased on its
ultimate responsibility for Cozen's fees and ihe
contacts and communications it was allowed to have
with Cozen. As the court had already explained, these
allegations were insufficient to support a finding that
Cozen intended to beneli Zenith, let alone a finding
that Cozen intended tw ¢rier into a contractval
relationship with Zenith, To the contrary, Cozen's
refusal 1o pursue contribution actions and Zenith'’s
demand that Royal hire other counsel w undertake
the task suggested, if anything, that Coxen did not
represent Zenith. / DiMugno

Comment

Three points should be made about the Zenith
case. (1) If the conduct of the law firm harmed Royal,
Zenith should be subrogated to its rights to recovery.
Various states. gre uncomfortable about permitting
subrogation in this contest, but it is hard to see why.
(2) Indeed, it is hartl to see why Royal should not be
permitted to assign its claim against the law ficm w
Zenith, although California has erronenusly led the
wiy in saying exactly this, See Michael Sean Quinn,
“On the Assignability of Legal Malpractice Claims, 37
8.TEX. I. REV 1204 (1996). Interestingly, sorme courts
have recently adopted the rule that legal mal claims
are assignable, New Hampshive Insurance Company
v McCann, 707 N.E.2d 332 (Mass, 1999, (3) It is not
clear from the text of this opinion why the law firm
did not represent Zenith, Tl ¢comimunicated digectly
with Zenith regarding a case it was handling, in
which—ag the law firm knew—Zenith has financial
exposure, The law firm certainly communicated with
Zenith in writing; it would be surprising if there were
not telephonc calls and/or ematls. The court rejects
these communications as the provision of lepgal
services, since the firm was performing work for Royal
required by a statc statule. But this argument, s it
stand, is logically invalid, Whether the leters, and
other communications, constituied legal services
would depend on their content, If the communica-
tions contained legal advice, for example, then they
would constitute the provision of legal service, and an
attorney-clicnt relationship would be established,



3 Tos Lo Tt 361 (hpr 34, )

Irrespective of what the faw firm sonsciously thought
it was doing and irrespective of how Zenith at the time
conscinusly conceived of the relarionship, If there wag
the rendering of legal services, thep there was ap
#ttorney-client Ielationship, See Section 14 of the
RESTATEMENT OF THE LAW GOVERNING LAWYERS
125 (2000). Clearly, this issne cannot be determined
without detailed £Xamination of the communication
documents and testimony about verhy| comrmunica-
tons. // Quinn
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